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In our study, we first examine the reasons behind the privatization of state-
owned enterprise (SOE) in mainland China. An overview of the reforms of these 
SOEs over the years is presented. By studying the performance of two large 
privatized SOEs of Tsingtao Brewery Company Limited and China Telecom (Hong 
Kong) Limited, we attempt to find out the potential problems faced by SOEs 
undergoing privatization in which the government retains the majority of interest in 
the companies. 
We conclude that outright privatization cannot enhance efficiency of the SOEs 
owing to the lack of an effective corporate governance system. In order to reap the 
real benefits of privatization, a diversified ownership of the listed company, a board 
of directors with different backgrounds, speed up of mergers and acquisitions to 
enhance economies of scale and scope, modernization of accounting and auditing 
practices, and reform of the legal system are recommended. 
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When China's communist leaders adopted an open door policy in 1978，the 
forms of foreign investment have traditionally been restricted to equity joint ventures, 
contractual joint venture and wholly foreign-owned enterprises. 
The establishment of the Shanghai Stock Exchange in 1990 and Shenzhen 
Stock Exchange in 1991 paved the way for public investors to purchase shares in 
mainland corporations and privatized state-owned enterprise (SOE). A decade later, 
though the word privatization is still not in the official lexicon, China's latest moves 
to retreat from SOE and invite private investment offer privatization opportunities for 
foreign investors. Together with the liberalization of attitudes among Chinese 
officials and potential co-investors and the formation of Chinese laws on securities 
and corporate law, a wider range of investment methods have been made available to 
foreign investors in this respect. 
Among the several ways for Chinese corporations to be privatized, public 
listing under the Stock Exchange of Hong Kong has been one of the most common 
tools adopted by large SOEs. Investment banks, in particular, have chosen to 
concentrate their efforts on bringing these corporations under the Hong Kong Stock 
Exchange. This once created a craze for the red chips by local investors, who 
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expected these "shell" corporations (PRC-controlled companies which are 
incorporated offshore in Hong Kong), with their political connections, to purchase 
2 
Chinese assets at a great discount from the mainland government. However, while 
red chips account for about 11% of the stock market in Hong Kong, the Hang Seng 
red-chip index continues to fall since mid 1 9 9 7 �I n the longer term, there are doubts 
about the red chips' ability to make wise investment and manage their acquisitions 
effectively. An alternative for the listing of SOEs in the Hong Kong Stock Exchange 
is by issuing H shares to Hong Kong investors, in which case the PRC-controlled 
companies are incorporated in mainland China. Both types of listings share similar 
characteristics of having the central government as the major shareholder. This is 
significantly different from the privatization process experienced in western concept, 
yet little research has been done to discover the effectiveness of this "Chinese-style" 
privatization. 
In this study, first we will examine the trend of privatization in the state 
economy. This includes a detailed analysis of the underlying reasons behind 
privatization and the various methods of investing in Chinese companies. Second, we 
attempt to take a closer look at the issue by studying the performance of two 
privatized SOEs listed in the Stock Exchange of Hong Kong. The objectives of this 
study can be summarized as follows : 
參 To outline the current situation of privatization in China 
• To explore the drive behind privatization 
參 To study the performance of two privatized SOEs (H-share and red-chip) 
參 To determine the effectiveness of privatized SOEs, given the central government 
acting as the major shareholder after privatization 
• To feature possible problems faced by SOEs after privatization 
< • To recommend strategies to overcome the problems 




Both primary and secondary date were collected for this study. 
Statistical Yearbook of China, company annual reports, newspaper clippings 
� 
and journal articles were the main source of secondary data. Market information and 
related statistical figures were consolidated from the secondary data collected via the 
above channels. 
Personal interview with company representatives and market analysts were 
conducted. Comments and experiences from experts in the related industries helped 






A number of researchers attempted to examine and compare the process of 
privatization in China with other countries. Jason L. Saving (1998)，for example, 
compared it with the large-scale privatization program in Eastern Europe following 
the fall of the Soviet Union. Scarcity of information, inability to exercise managerial 
oversight and the absence of competitive markets were identified as the three major 
problems in Eastern Europe privatization program. It was further suggested that 
effective privatization requires both managerial oversight and a legal framework that 
permits freedom of entry for competing firms. 
Howard Moore (1999) projected that water utilities would be the next great 
infrastructure challenge. Privately operated water utilities are currently found 
primarily in the United Kingdom and France. India and China, with more than 2 
billion people combined, and with private sector not yet established in terms of capital 
and expertise, will be another potential industry for privatization. 
Potential for privatization of individual industry has been analyzed by other 
scholars as well. Joseph Vranich (1999), through the case study of Conrail, a major 
U.S. railroad, recommended how China should privatize the industry to intensify 
transport competition. Michael Mackey (1999)，seeing that the aging population in 
“ China will impose a major problem for the old-style Chinese pension system, 
suggested privatization of the pension system for international insurers. 
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There are studies that focused specifically on China's privatization as well. 
Zhu (1999) evaluated China's corporatization drive based on an assessment of the 
state sector's current problems. The key to a successful restructuring of the state 
sector, as he advised, lies in the fundamental transformation of state ownership and 
the creation of effective governance mechanisms. 
Chen (1998) conducted a study on the state-owned enterprises in Chongqing. 
He finds that the Chinese SOE's inability to phase out government protection results 
not only from their heavy burden of social responsibilities, but also their reluctance to 
accept the challenges of market forces and to divorce themselves from the 
fundamentals that characterize socialist enterprises. 
Results from these privatization is mixed. Zhang (1997) modeled the process 
of shifting decision rights and residual claim from the government to the inside 
members of the firm in China, and to analyze how the reform has improved 
performance of the state-owned enterprises. The bargaining solution between the 
central agent and the firm is preferred to a one-sided solution, and the managerial 
discretion of state enterprises can greatly improve efficiency through both its direct 
incentive effect and indirectly hardening budget constraints. 
However, Dujarric (1997) is pessimistic with China's privatization. Lack of 
well-enforced laws and the inadequacy of legal and institutional infrastructure to 
manage a capitalist system meant that privatization is not the obvious way of success 
for Chinese SOEs. 
Studies of the Chinese SOEs reform experience even led to some scholars 
propose a radical critique of the transformation and rapid privatization policies being 
adopted in the Central and East European countries. The thrust of their critique is that 
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privatization is not a priority policy and need not be implemented in the early stages 
of reform. In the words of two proponents of this view: 
China's experience suggests that privatization is a red herring. Rapid 
privatization need not be the center-piece of a reform policy. Scarce 
resources of economic and administrative expertise might better be directed 
into thinking about other problems. (McMillan and Naughton (1992) 
Similar views can be found in Byrd (1992) who argues that government 
enterprises can be efficient if they are subject to competition and are not owned by the 
same government agency. In his view Chinese reforms have gone far enough for 
enterprises to begin to “grow out of the plan" and firms, even if they remain state-
owned, can operate efficiently as long as they have high degree of autonomy and free 
markets are established. 
Lastly, in the article "Selling the burdens" in Far Eastern Economic Review, 
Susan & Lawrence (1999) reported how Leshan Lucky Dove Leather Co., a small-
sized state-owned company in the town of Leshan (southwest of Chengdu) undergo 
the process of privatization and overcome the problems associated. 
Companies undergoing privatization via various channels will encounter 
completely different obstacles and demonstrate different performance. Our case study 
on two privatized state-owned companies will provide new insights from a new 
aspect. In addition, while most literature mentioned above lack statistical support in 
their analysis and prediction, we will include in our study a systematic measurement 





After several decades of expanding role of the government, since the early 
1980s there has been a significant shift in favor of the private sector. In recent 
decades, more than 80 countries have launched privatization programs and since 
1980, more than 6,800 enterprises have been privatized worldwide (Kikeri et al, 1992 
p. iii). Privatization has become an important component of the standard policy 
package recommended by such multilateral institutions as the World Bank and the 
International Monetary Fund to the low and middle-income mixed economies as well 
as to the socialist and ex-socialist economies. 
4.1 Definition 
Privatization is the transfer of the ownership of an organization or company 
from the public to the private sector. The process of privatization may assume a 
number of forms. In complete divestiture, publicly owned assets may be completely 
transferred by sale to private individuals or firms after which the government bears no 
further responsibility for the operation of the assets. ^ 
Alternatively, in partial divestiture, the state retains partial ownership of the 
divested assets by selling a portion to individual buyers either directly or by means of 
a public stock floatation. The government may retain either a majority or minority 
4 
share, but the practical effect is to put the current operation of the firm or service in 
2 Cowan, Gray L.. "Privatization in the Developing World." (London), Greenwood Press, 1990. 
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the hands of private managers; the government remains a shareholder with 
representatives on the board. 
The assets may also be removed from direct control of the government by 
management contracting, leasing, or franchising. In management contracting, an 
outside management group would be responsible for the operations while the 
government will still retain the ownership. The major purpose is to restore a failing 
firm to profitability. This may be part of a long-range plan leading to complete 
privatization when, and if, the firm becomes an attractive candidate for sale. 
4.2 Privatization and Economic Theory 
Several microeconomic theories suggest that ownership matters in improving 
efficiency. Follow are arguments that identified the issue of ownership and how 
privatization helps in resolving the deficiencies of state-owned enterprises: 
4.2.1 Principal Agent Problem 
The argument for privatization believes that the claims to residuals should 
match the rights to control, i.e., whoever has claims to residuals and assumes risks 
should also have rights to control, or conversely, whoever has rights to control should 
assume risk. However the rights to claim residuals and rights to control residuals are 
totally different in the case of SOEs. State ownership implies that an enterprise is 
owned by all individuals in the society, but the control rights are divided or shared 
between government bureaucrats and enterprise managers. Although bureaucrats are 
supposed to act as owners, they are not legally entitled to the residual income rights 
that owners of private enterprises would normally have, resulting in acute principal-
agent problems. ^ 
3 Zhang, Weiying. "Decision Rights, Residual Claim and Performance: A Theory of How the Chinese 
State Enterprise Reform Works." China Economic Review. Spring 1997, Vol. 8，Issue 1，p.67. 
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4.2.2 Non-Profit Maximizing Objectives 
The problem is worsen given the multiple objectives that the SOEs have such 
as achieving regional balance, providing employment, and imparting skills to 
economically and socially disadvantaged which makes it difficult to distinguish 
between good and bad performance. Low productivity or efficiency and in turn poor 
profitability would result.^ 
4.2.3 Access to Information 
Another argument for privatization is based on the assumption that decisions 
made at the firm level are more efficient than at the central planner level because of 
information and communication problems. As managers have access to more 
information concerning the company itself, they are more able to make better 
decisions regarding the long term aspect of the company. However the central 
planners do not have access to such specific information and thus are unable to 
accurately make decisions that are beneficial to the company's long term future 
especially when the central planners need to accommodate other social objectives in 
their decision as well. 
4.2.4 Alternate Suggestions 
By transferring ownership to the private hands, owners and management's 
objectives will be aligned to the maximizing of profits. The managers will be directly 
responsible to the owners or shareholders who can scrutinize their performance 
through the voting mechanism or the capital markets. The agency cost will be much 
4 ‘ ‘ ‘ ‘ I . . •‘ I — 
4 Asher, G. Mukul. "Privatization: Conceptual Issues, Methods and Implications For Economics In 
Transaction." Economic Management and Transition Towards a Market Economy： an Asian 
Perspective. (Singapore), River Edge, N.J., World Scientific (1996)，Ch. 10，p.230. 
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reduced in a private firm. Yet change in the ownership status may not be the only 
possibility of improving efficiency. As suggest by Goodman and Loveman "...linking 
the compensation of private managers directly to their achievement of mutually 
recognized goals that represent the public interest" may help achieve privatization 
objective of improving efficiency. This aspect of partial privatization will be 
discussed further in other sections. 
4.3 Motivations for Privatization 
In addition to the theoretical reasons cited above, there are also some specific 
pragmatic reasons for privatization^: 
1 Dissatisfaction with the performance of SOEs both in terms of operational and 
technical inefficiencies and failure to generate expected financial surpluses;. 
2 Growing awareness of the deficits created by mounting subsidy costs that may 
be reaching a crisis point; 
3 A source of additional revenue from the sale of state-owned assets; and 
4 Raise capital for the further expansion of the enterprise 
5 Asher, G. Mukul. "Privatization: Conceptual Issues, Methods and Implications For Economics In 
Transaction." Economic Management and Transition Towards a Market Economy： an Asian 
Perspective. (Singapore), River Edge, N.J., World Scientific (1996), Ch. 10，p.230. 
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CHAPTER 5 
SOE REFORMS IN CHINA 
5.1 Inadequacy of Previous SOE Reforms 
China's SOE reform began in the late 1970s shortly after the Maoist leadership 
fell from power. A number of reform programs have emerged, and the state has 
adopted a trial-and-eiror approach, described by Chinese leaders as "crossing the river 
by groping for stepping stones' (mo zhe shitou guo he). From 1978 to 1997，five such 
mainstream programs were introduced in succession: 
1 delegation of greater autonomy to enterprises (1978-80); 
2 delivery of contract profit to the state (1981-82); 
3 substitution of profit with taxes (1983-86); 
4 negotiation of responsibility contracts with enterprises (1987-93); and 
5 corporatization of SOEs (1994-97)6. 
In 1997, the Chinese Government finally turned to more drastic measures that 
would even challenge their ideological belief in socialism. The Congress of the 
Chinese Communist Party endorsed the shareholding system (gufenzhi) as the 
"mainstream reform program" for SOEs, suggesting that the corporatization program 
would give way to shareholding system reform. 
6 Ma, Shu-Yun. "Privatization: Administration and Economy." Sage Public Administration Abstracts. 
January 1997, Vol. 23 Issue 4’ p.508. 
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5.2 Development of the Shareholding System Reform - Early Attempts 
In the late 70’ s, the shareholding system reform started in the rural sector 
which the central government allowed brigades to withdraw accumulation funds to 
form joint-stock enterprises. These shares were more like corporate bonds as they 
promised to pay a fixed rate of interest and the dividend, not thought of as the basic 
return on the share, was subject to a maximum limit. In 1984, the central government 
made it an official policy to encourage farmers to invest in various kinds of 
enterprises. Further official support was given in the 1988 Report of the Plenum 
of the 13th Central Committee, which defended the shareholding system as not being 
privatization but rather a way to rationalize property rights relations. In March 1988, 
there were some 6,000 enterprises with shareholding characteristics. Shares were 
issued primarily as a means to raise capital rather than to establish a new form of 
corporate governance. Only a small amount was traded over-the-counter in Shanghai, 
Shenyang, Wuhan and Zhongqing7 
5.3 Setback (1989-199 n 
The fall of Party General Secretary Zhao Ziyang and his associates from 
power in 1989 caused a political setback to the shareholding system reform. Authority 
passed to Premier Li Peng, who went ahead to freeze or even roll back many of the 
marketing reforms undertaken by Zhao, a trend that accelerated after June 4，until 
Deng Xiaoping reversed the situation in his famous early 1992 'southern tour'. 
However, while the conservative post-Zhao leadership was successful in 
reducing the overall scale of the shareholding system reform, it could not resist the 
demand for enlarging the target of share issue from legal-persons and employees to 
the general public. From 1989 to 1992，the total number of SOEs fell from 3,800 to 
1 3 
3,200, but the number of public placement enterprises (shehui muji gongsi) rose from 
60 to 89.8 
5.4 Rapid Expansion and Standardization 
The revamping of the shareholding system regained momentum after 
paramount leader Deng Xiaoping called for further reform during his high profile 
Southern Tour of January 1992. The experiment was extended to the whole country 
with a geographical division of emphasis, Shanghai and Shenzhen were selected as 
the testing grounds for public placement enterprises and public listing of shares. In 
1993，the number of listed companies more than tripled. To control the pace of 
expansion, the State Council issued a 5 billion yuan quota for public placements that 
year, but 5.5 billion yuan worth of new shares, or 10% above quota, were issued in the 
end. Still, only a tiny portion (1.6%) of SOEs got listed. 
As the political and legal environment became more favorable, the 
shareholding system reform expanded rapidly. By the end of 1997，414,400 
companies had already been formed and 1,080 SOEs had been transformed into either 
limited liability or shareholding companies with diversified equity ownership. The 
number of "A" shares listed on the two exchanges reached 745 and the number of "B" 
shares reached 101 with 33 million investors' accounts opened. Overall, the 
shareholding system reform has facilitated a reduction of state ownership in 
previously wholly state-owned enterprises.^ 
‘ 7 Ma, Shu-Yun. "Privatization: Administration and Economy." Sage Public Administration Abstracts. 
January 1997, Vol. 23 Issue 4’ p.508. 
8 Ma, Shu-Yun. "Privatization: Administration and Economy." Sage Public Administration Abstracts. 
January 1997，Vol. 23 Issue 4’ p.508. 
9 Lau W.K. "The 15"" Congress of the Chinese Communist Party: Milestone in China's Privatization." 
Capital and Class. (London) Summer 1999, Issue 68，p.51. 
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5.5 A Step Closer to Privatization 
Yet preliminary results of the shareholding system reform have been quite 
mixed. In 1996，the SOE sector accounted for 53% of the country's total investment, 
and 16% of national employment. There were some 113,800 industrial SOEs. Despite 
enhanced efficiency and rising production, they still created a loss of RMB79 billion. 
From 1978 to 1996, losses made by industrial SOEs increased by almost nineteen-
fold. Failing to keep enterprises' budgets under control, the People's Bank of China in 
early 1996 granted tax holidays and additional credits to loss-making enterprises. The 
move represented a step backward in China's economic reform, as it repeated the use 
of administrative measures to protect inefficient producers. 
Table 1 The Declining Profit Margin: SOEs versus Other Enterprises (measured by 
the ratio of the pretax profits to total fixed assets).  
All Industrial State-Owned Industrial Nonstate Industrial  
Enterprises Enterprises Enterprises  
1985 2 3 . 9 2 % 2 2 . 4 % 3 3 . 3 % 
1 9 9 0 1 3 . 5 2 % 1 2 . 9 % 2 2 . 2 6 % 
1995 1 1 . 2 3 % 9 . 2 9 % 1 5 . 4 8 % 
1 9 9 6 9 . 8 9 % 7 . 8 7 % 1 3 . 9 6 % 
1 9 9 7 N A 7 . 2 4 % N A 
1998 N A N A N A 
Source: Calculated from the China Statistical Yearbook 1999. 
t • 
15 
Private equity injection is considered necessary for the re-vitalization of 
transformed SOEs because it is reckoned that companies can only become real 
economic entities under diversified equity ownership. The Congress of the 
Chinese Communist Party in September 1997 marked an important milestone in its 
adoption of General Secretary Jiang Zemin's report with the following resolution: 
1 Re-definition of the public economy as including state and collective equity in 
corporations; 
2 Re-endorsement of the shareholding systems as a "neutral" form utilizable by 
"socialism"; 
3 Re-definition of the private sector's role from "a necessary and beneficial 
supplement to the public economy" to "an important component part" of the 
national economy; and 
4 Giving the so-called share-based co-operative system (gufen hezuozhi) a 
special highlight in the transformation of small SOEs ]� 
5.6 Shrinking State Ownership 
The Chinese regime had come to accept the inevitability of a shrinking state 
sector, not simply through faster non-state sector growth, but through policies newly 
adopted by itself. These policies are; 
1 Allow private capital to penetrate into 'pillar' and ‘basic，industries in the 
form of private equity participation in large SOEs which were to be 
transformed into corporation (limited liability and shareholding companies); 
and 
< 2 Sanctioning de facto and de jurfe privatization of small SOEs. 
10 Zhu, Tian. "China's Corporatization Drive : An Evaluation and Policy Implications." Contemporary 
Economic Policy. 4 October, 1999’ Vol. 17，Issue 4’ p.530. 
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Table 2 Industrial Output by the form or Ownership (RMB 100 million).  
COLLECTIVELY INDIVIDUALLY-
STATE-OWNED OWNED OWNED OTHER 
1993 2 2 , 7 2 5 16 ,464 3 , 8 6 1 5 , 3 5 2 
1 9 9 4 2 6 , 2 0 1 2 6 , 4 7 2 7 , 0 8 2 10 ,421 
1995 3 1 , 2 2 0 3 3 , 6 2 3 11 ,821 15 ,231 
1 9 9 6 3 6 , 1 7 3 3 9 , 2 3 2 1 5 , 4 2 0 16 ,582 
1997 3 5 , 9 6 8 4 3 , 3 4 7 2 0 , 3 7 6 2 0 , 9 8 2 , 
1998 33,621 45,730 20,372 27,270 
Source: China Statistical Yearbook 1999. 
Table 3 Breakdown of Employment (10,000 persons).  
1994 1995 1996 1997 1998 
State-Owned Units 10,890 10,955 10,949 10,766 8,809 
Urban Collective Owned Units 3,211 3,076 2,954 2,817 1,900 
Joint-owned Units 51 51 49 43 46 
Share Holding 287 312 357 460 401 
Foreign Funded 191 235 268 290 280 
Funded by HK, Macao and Taiwan 208 267 259 275 284 
Others 9 H 9 8 
Source: China Statistical Yearbook 1998. 
The State also believed that if they were able to manage the largest 500 to 
1,000 SOEs well, it would have taken a firm grip on the larger part of the state 
economy. This was the origins of the policy which has since become known as 'take a 
firm grip on the large, let go of the small' (zhuada fangxiao), under which the state 
would focus on the 1,000 largest SOEs only, which account for some 85% of total 
SOE net income. As a result, the government's emphasis on small SOE reform has 
shifted from increasing efficiency through incentive creation to the 'appropriate' and 
‘gradual，sale of small SOEs. 
• . 
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5.7 “Let Go of the Small” 
Contrary to the central government's intentions, the sale of small SOEs has 
proceeded rapidly. The vast majority of small SOEs are administered at the 
county/municipality level. As starved of funds as the central government, local 
governments simply do not have the resources to revitalize small SOEs. Most areas 
initially began by selling off weak enterprises at low prices, but soon followed the 
lead of coastal areas in selling profitable ones first. 
The sale of small SOEs occurs by various means: auctioning corporate 
transformation, in which most shares are sold to private individuals. Given the high 
gearing of most firms, they can be sold almost at any price. For example in March 
1998，Shenyang put small SOEs with zero net asset value up for sale for a token price 
of RMB one dollar. Buyers are often given favors, such as waiving interest payments 
on existing debts, in return for not resorting to mass layoffs, at least initially. In a 
typical case, the manager bought 51% of the shares for RMB 1.73 million, 22 
management cadres bought a total of 39.3% for a total of RMB 1.33 million, with the 
remaining 9.7% taken up by 186 workers out of a workforce of 1,000. 
With private parties as the sole owners or holding controlling stakes of the 
small SOEs, evidence suggests an unambiguous situation with respect to 
owner/management-labor relations. For instance, in Chongqing, the private company 
Kuayue Group offered to buy the Chongqing Steel Ball plant. Despite the workforce's 
opposition, the government pushed through the deal, on the completion of which 600 
workers out of the original 900 were laid off. From reports in the press and mainland 
economic journals, there is no indication that privatized small SOEs fare any worse in 
4 comparison to other private firms. 
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By early 1997 provinces such as Shandong, Guangdong and Fujian had ‘let 
go，of over 70% of their small SOEs, and Sichuan over 50%. In some sub-provincial 
places, such as Zhucheng, Shunde and Shangqiu, the process has already been 
completed and SOEs no longer exist. Consistent with the central government's policy, 
many local governments have announced that no small SOEs will be established in 
the future. 
5.8 Take a Firm Grip on the Large 
The regime still maintains controlling stakes in, and hence retains the property 
rights or ownership of, the largest 1,000 SOEs. These large SOEs are to be 
strengthened through mergers and bankruptcies with some being developed into South 
Korean chaebol - like conglomerates, and hence be able to wield more economic 
power than its ownership stake suggests. 
Since state asset administration departments, which hold the state equity, are 
half an administrative rank below supervisory departments, many corporatized SOEs 
not controlled by holding companies are still run as before by supervisory 
departments in the SOEs instead of shareholders' meetings. 
5.9 Current Situation 
In 1999，the SOE sector shrunk 14% shutting down about 7,900 industrial 
state-owned enterprises in the first eight months of 1999. According to Zhongguo 
Xinwen She (China News Services) & Zhonghua Gongshang Shibao (Chan Business 
Times), SOEs made an estimated RMB 90 billion in profits in 1999. Although 
numbers released by China SOEs should be taken with a grain of salt, according to 
Dali Young, Professor of Political Science in University of Chicago, there was 
definitely a major turnaround in 1999. However, some argue that the success of some 
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China's SOEs can in part be attributed to preferential government policies such as 
writing off bad debt and increasing subsidies for technical upgrades. China's recent 




DEVEOPMENT OF THE CHINESE CAPITAL MARKET 
6.1 The Chinese Stock Market 
Accompanying the development of the shareholding system were the openings 
of the Shanghai Stock Exchange in December 1990 and the Shenzhen Stock 
Exchange in July 1991. In February 1992，the two Stock Exchanges started to issue 
RMB-denominated B-share to people in Hong Kong, Macao, Taiwan and foreign 
countries and A-share to the PRC residents who cannot invest in B-share. 
Also in 1992，the State Council established the Securities Commission and the 
China Securities Regulatory Commission to monitor development of the securities 
market. With the adoption of the Company Law in 1994, China finally had official 
legislation to regulate SOEs. 
In June and July 1993, Tsingtao Brewery Company Limited and Shanghai 
Petrochemical became the first two SOEs listed in the Stock Exchange of Hong Kong, 
out of the first batch of 9 companies, all SOEs, selected by the PRC Government to be 
listed overseas. 
In 1994，two companies,山^：^倉良nd 華能國際 issued first N-share in the 
New York Stock Exchange, raised capital US$960millions. 
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6.2 Types of Shares 
In China, there are three kinds of shares issued: 
1 A shares, which are denominated in Renminbi and issued to Chinese residents; 
2 B shares, which are denominated in US dollars in Shanghai and Hong Kong 
dollars in Shenzhen and issued to foreign investors; and 
3 Shares listed on foreign exchanges, which, among others, include H shares listed 
on the Stock Exchange of Hong Kong (incorporated in China), red-chip listed in 
the Stock Exchange of Hong Kong (incorporated in Hong Kong) and N shares 
listed on the New York Stock Exchange, all being issued to foreign investors. 
Shares are further classified into four categories: 
1 state shares (guojia gu) which are held by the state, representing the state 
ownership when a state enterprise is converted into a share company; 
2 corporate or legal-person shares (faren gu), which are held by domestic non-
individual legal entities and institutions; 
3 employee shares, which are offered to workers and managers of a listed 
company, usually at a substantial discount; and 




Table 4 The Development of the H-share market.  
No. of H-Shares Listed Funds Raised (HK$million) 
1994 9 9,791.7 
1995 2 606.2 
1996 6 3,267.1 
1997 16 23,747.1 
1998 2 1,983.9 
1999 2 3,548.6 





TSINGTAO BREWERY COMPANY LIMITED (“TSINGTAO”） 
7.1 Background 
Tsingtao Brewery Company Limited ("Tsingtao" or "the Company"), 
formerly known as Qingdao Brewery, was founded in 1903 by British and German 
businessmen in Qingdao City, China. In 1949, Qingdao Municipal People's 
government took over the brewery and renamed it "Qingdao Brewery". The Company 
was engaged in the production and distribution of beer products and trading business 
within China. The Company currently owns 12 beer plants and 1 malting mill.'' 
In preparation for a public listing in Hong Kong in June 1993，Tsingtao 
Brewery Company Limited was established in China as a joint stock limited company 
and acquired the existing brewer businesses from the Qingdao Brewery. The 
Company was the first state-owned PRC enterprise to be listed on the Stock Exchange 
of Hong Kong ("SEHK") issuing H-shares in Hong Kong in June 1993 follow with 
issuing A-shares in Shanghai Stock Exchange in August, 1993. 
Its products Tsingtao Beer has become the most well known Chinese beer in 
the international beer market and distribute to more than 40 countries and regions. In 
1999，the Company is in a leading position in the beer industry in the PRC in terms of 
“Tsingtao Brewery Company Limited Annual Report 1998. 
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its production capacity, product quality, efficiency, ability to earn foreign currency 




Qingdao State-owned Assets Administration Bureau 44.42% 
BANK OF CHINA, SHANGDONG BRANCH 3 . 2 5 % 
CONSTRUCTION BANK OF CHINA, QINGDAO BRANCH 2 . 1 2 % 
QINGDAO HUAQING FINANCIAL SERVICES CO. 0 . 5 6 % 
PUBLIC 1 1 . 1 1 % 
H SHARES 
MERRILL LYNCH FAR EAST LTD. 3 . 5 4 % 
Public 35.00% 
Total: 100.00% 
Source: HSBC Broking (Data Services) Limited 1999. 
2 5 
7.3 Group Structure 
Chart 1 The Ownership Structure of Tsingtao Brewery Company Limited as of 1998. 
Qingdao State-Owned 
Assets Administration  
Bureau  
Tsingtao Brewery Legal Persons PRC Investors 
Group Co Ltd.  





THE COMPANY H Investors 
Shares 
Production of beer 
products in China 
Source: HSBC Broking (Data Services) Limited 1999. 
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1.4 Board of Directors (as of 1998) 
Mr. Li Gui Rong，is the Chairman of the Company. Mr. Li has served as the 
Deputy Director and Director of the Qingdao Planning Commission. Prior to joining 
the Company in June 1996，Mr. Li has been undertaking business management and 
economic management responsibilities for many years and gained broad experience in 
corporate management. 
Mr. Peng Zuo Yi, is the Vice-Chairman and General Manager of the 
Company. Mr. Peng has served as the Manager of Qingdao Food Factory No. 2 and 
the Chairman as well as General Manager of Qingdao Food Group Company. Prior to 
joining the Company in June 1996，Mr. Peng gained experience in corporate 
management and marketing. 
Mr. Liu Ying Di, is a Director and the Deputy General Manager of the 
Tsingtao Brewery and has more than 10 years of experience in the production, 
technical and operational management of enterprises. He is a senior engineer. 
Mr. Wang Kang Ping, is a Non-Executive Director of the Company. He is 
also a director of Yiqing State Owned Assets Holdings Company of Qingdao. Mr. 
Wang had been working in various government departments in areas of economic 
management for more than 10 years and gained broad experience in corporate 
management as well as economic management. 
Mr. Sun Yu Guo, is the Director and Deputy General Manager of the 
Company. He had been working in Finance Bureau and State Asset Administration 
Bureau of Qingdao. Mr. Sun has been engaging in financial work and is an accountant 
and has extensive experience in financial management. He is a chartered accountant 
* 
and chartered evaluation accountant and became the Deputy General Manager of the 
Company in August 1998 
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7.5 The Brewery Industry 
Following the introduction of its "Open Door Policy" in 1979，the PRC has 
experienced significant gross domestic product growth. People are now generally 
more affluent than they were before the policy was introduced. The positive economic 
environment has prompted brewers to expand their market. From only 520,000 tonnes 
in 1979, the PRC's annual beer production had increased to approximately 20 billion 
tones in 1999, making the PRC the world's second largest beer brewing country just 
second to U.S.A. The amount of beer produced in the PRC each year grew at a 
compound rate of about 12% per annum, the highest rate in the world. 
Chart 2 Total Production of the China Beer Industry (million tonnes). 
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Source: Tsingtao Brewery Company Limited Annual Report 1998. 
The PRC's annual beer consumption per capita in is approximately 12.5 litres, 
compared with a world average of 25 litres and a high of approximately 160 litres in 
Czechoslovakia. The prospects of the PRC's beer market are considered promising, as 
the PRC's average beer consumption per capita is still well below the world average. 
‘ China's beer sector is highly territorial and urban markets tend to be 
dominated by a single local manufacturer with a small capacity. It has around 600 
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breweries of which only a handful have an annual production capacity of over 
100,000 tonnes. 
In 1999, with an estimated market share of approximately 77%, domestic 
brewers still dominate the PRC brewing industry. The remaining market, Sino-foreign 
joint venture account for approximately 20%, with the wholly foreign-owned brewers 
taking up approximately 3%. 
Since imported beer faces high tariff, many foreign investors went around this 
by forming joint ventures with many local breweries. Attracted by the huge potential 
that the PRC market presents, they are all willing to suffer a few years of losses and 
invest heavily in production, distribution and marketing. In a bid to fend off foreign 
invasion, the State is encouraging the establishment of large beer groups. A number of 
small and inefficient breweries have been crowded out of the market or have merged 
with other major operators due to keen competition with the hope of achieving 
economies of scale in production and attain a bigger market presence. This process is 
likely to continue. 
In addition, accession by the PRC to the WTO can be expected to result in the 
PRC lowering its beer import tariffs significantly and thereby potentially lowering 
import costs to foreign brewers and further intensify the already fierce competition. 
7.6 Initial Public Offering 
7.6.1 Business Performance Prior to IPO 
Prior to its IPO in Hong Kong, Tsingtao has four beer production divisions, 
Factory No. 1，Factory No. 2 Factory No. 3 and Factory No.4, all of which are located 
in Qingdao City, China. The predecessor of Factory No. 1 is Brewery No. 1 which 
was founded as long ago as 1903. For the year ended 31'' December, 1992，the total 
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annual production of the Company was approximately 246,000 tonnes of beer, 
making it the biggest beer producer in China. In the same year, the Company exported 
approximately 32,000 tonnes representing about 56% of China's total annual beer 
exports and 13% of the Company's total sales. The Company had the largest volume 
of exports and after-tax profit amongst the breweries in China for every one of the 
years from 1987 to 1992.'^ 
7.6.2 Restructuring of the Group 
In preparation for the IPO in Hong Kong and Shanghai, the Company was 
restructured to become a joint stock limited company. Under the new structure, 
ownership of Tsingtao was transferred from the state to the newly created Qingdao 
State-Owned Assets Bureau. The Board of Directors would be supervised by the 
Supervisory Committee. The General Manager of the Company, under the direction 
of the Board of Directors, is responsible for all aspects of the Company's day to day 
operations and management. The Board of Directors was mainly made up of members 
with extensive experience in the brewery industry. All 3 members of the supervisory 
committee have worked in Tsingtao for extensive period of time as well. 
< 
12 Tsingtao Brewery Company Limited. "Tsingtao Brewery Company Limited IPO Prospectus." June 
1 9 9 9 . 
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Board of Directors 
General Manager 
Engineering Finance General Operations Production Business 
Department Department Manager's Department Technology Management 
Office Department Department 
Source: Tsingtao Brewery Company Limited IPO Prospectus 1993. 
It was also written down in the Company's prospectus that as a shareholder of 
the Company, Qingdao State-Owned Assets Bureau would appoint representatives to 
the Board of Directors in order to represent the interests of the PRC government in the 
Company. Nevertheless, the Company is managed as an independent, separate legal 
entity by the Board of Directors under the supervision of the Supervisory Committee 
in accordance with the Company's articles of association. 
7.7 IPO in Hong Kong and Shanghai 
In line with the SOE reform program and shareholding system development, 
the PRC Government announced its intention to float 9 SOEs from a shortlist of 35 
SOEs as part of its commitment to open up the PRC to a "socialist market economy，，. 
Tsingtao was being chosen as the first SOE to be listed as H-share in SEHK. The 
Company offered investors 317.6 million new shares, at HK$2.80 each, or 35% of the 
Company's enlarged capital in July 1993. The floatation had been greeted with a 
V 
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110.5 times of oversubscription, although demand had been predicted to be even 
higher. Tsingtao Brewery made a notable, but not record breaking debut on the first 
day topping the market's most active trading list, accounting for 16% of the day's 
trading volume. Tsingtao shares closed at HK$3.60，a 28% premium to the offer price 
ofHK$2.80.i3 
Chart 4 The stock price of Tsingtao Brewery in July and August 1993 (HK$) 
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A further 11% of Tsingtao's shares were issued as A-shares to mainland 
investors in August 1993 in Shanghai. Investors paid two yuan for forms and 287.35 
million copies were sold. With only 100 million A-shares offering, the issue was 
1,436.7 times over-subscribe. The stock price soared 119.4% on the first day of trade 
on the Shanghai stock exchange. 
4 
13 South China Morning Post (Hong Kong), 28 August, 1993. 
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The proceeds of the combined new issue are estimated to be approximately 
HK$860 million and RMB 625 million totaled to approximately RMB 1.6 billion. 
Also stated in the prospectus, the Directors estimate that for the year ending 
December 1993 the Company will produce between approximately 280,000 
tonnes and approximately 300,000 tonnes of beer. As stated in the prospectus, the 
directors of the Company will use the fund raised from the new issue initially to focus 
on investments in the existing production units to expand their production capacity 
and the repayment of US$ denominated loans borrowed by Factory No. 2. The 
Company is expected to have an annual production capacity of approximately 
700,000 tonnes of beer by the end of 1995. To the extent that the net proceeds of the 
new issue was not being used immediately for the above purposes, it is the present 
intention of the Directors that such net proceeds will be placed on short-term deposit. 
7.8 Business Downturn 1993-1996 
7.8.1 Deny Reporting the First Interim Result 
Being the first SOE to be listed in an overseas stock market, Tsingtao was 
inexperience or "shy" in corporate disclosure. After more than four decades 
answering to state bureaucrats, Tsingtao is having trouble with its new reporting lines 
to the financial markets. Existing rules with SEHK do not require newly listed 
companies to publish their first interim results if the closing date for the result falls 
before the listing date. Tsingtao therefore decided not to issue its first interim results 
because it had already issued detailed financial information in its prospectus dated 
June 29. It did not further clarify the reason for not publishing the interim results and 
< did not reassure shareholders that it can meet the projected forecast. Yet the 
company's announcement caused an outcry among market analysts, who encourage 
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companies to publicise as much information as possible. The investment community 
finally realized that SOEs still had a lot to learn in adhering to the usual practice of a 
listed company. 14 
7.8.2 Misuse of the IPO Proceeds 
Just less than 2 weeks before Tsingtao's released its 1994 results, the media 
discovered that Tsingtao has been lending funds it raised from share issues in Hong 
Kong and China instead of expanding its production capacity as promised in the IPO 
prospectus. Tsingtao shares were suspended for a day in Hong Kong. The Company 
argued that the loans were short term advance granted to some independent business 
enterprises that were secured by bank guarantees and bore interest at commercial 
rates. Tsingtao insisted the loans have been safely returned and was surprised by the 
coverage. Yet they rejected in disclosing the identities of the borrower. Analysts were 
disappointed to find that Tsingtao had stepped up its lending business during 1994 to 
the extent it now found itself short of working capital and was seeking additional 
funding sources” 
7.8.3 Disappointing 1994 Results 
The biggest surprise was the company's official 1994 results. This year the 
company announced that 1994 profits had plummeted 42%. In its listing prospectus, 
Tsingtao promised production capacity of 700,000 tonnes of beer by the end of 1994. 
Instead, the latest plan called for 1995 output of barely half that amount at only 
360,000 tonnes. The Company did not provide any explanation of why Tsingtao 
missed the target. 
South China Morning Post, 30 October, 1993. 
Reuters News, 29 October, 1993. 
15 South China Morning Post, 9 April, 1995. 
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Furthermore, analysts were unable to find any reference to the interest earned 
from the RMB 700 million on deposit with Chinese banks. Other details analysts drew 
attention to include a large rise in long-term liabilities from RMB 135 million to RMB 
214 million over the year. Analysts questioned why Tsingtao was borrowing money 
with one hand while depositing it in banks with the other. 
At the same time, to make up for missing the production target, Tsingtao 
unveiled a five-year strategy that called for major investments in new plants instead of 
steady expansion of existing facilities. The Company planned to spend RMB 5 billion 
building new plants around China and promised to produce 1.4 million tonnes of beer 
by 2000. There were then questions about how to finance the construction of factories 
in Beijing, Shaghai, Tianjin, Guangzhou and Shenzhen laid out in the expansion plan. 
7.8.4 Unsuccessful Acquisition Attempts 
In 1994, the Company has purchased Yangzhou Beer Plant at RMB 90 million 
and invested RMB 40 million in equipment improvement and expansion. However the 
investments brought a deficit of RMB 60 million instead of profits. Before purchase, 
the Yangzhou Beer Plant had a yearly output of 60,000 tons, with poor yearly sales of 
15,000 tons. Wrong marketing strategy of putting the Tsingtao label on beer made by 
Yangzhou Beer, who's production level was still inferior to Tsingtao's, brought 
skepticism to patrons. Low market adaptation and flexibility in the old Yangzhou 
Beer drove Tsingtao into a deficit. 
In the merger with the Tsingtao Brewery Xi'an Company in 1996，a similar 
mistake occurred, which deteriorated the situation. With a debt gearing of 75%, 
, Tsingtao Brewery Xi'an suffered losses of RMB 24 million, of which RMB 17 
million was interest expenses. It was a major drag on Tsingtao Brewery, which saw its 
profit plunge 73% to RMB 26 million in 1994. 
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7.8.5 Loss of the Leading Position 
Tsingtao has slipped from the number 1 brewery in 1992 to number 2 brewery 
(in terms of total production) in 1996 and to number 3 in 1997. This was a result from 
the mismanagment of its provincial government owner, the Shandong Provincial 
People's Government. 
At a time when the beer market in China was booming, instead of increased its 
market share by increasing production, buying up smaller competitors and 
diversifying its distribution, Tsingtao's owners took the listing proceeds and lent them 
out. 
Having missed its opportunity, Tsingtao has since crippled by foreign 
competition. Brewers such as Foster's and even the strategic investor of Tsingtao, 
Anheuser-Busch, have struck joint-venture deals with rival domestic producers, 
installed new machinery and built up distribution systems. In the process, Tsingtao's 
once dominant market share has dived from about 2.5% at the time of listing to 
probably under 2% in 1996.'^ 
Furthermore, Tsingtao Brewery has lost its edge in China's competitive beer 
market as its products are awkwardly positioned between expensive imports and 
cheap local beers. Tsingtao is the best known brand in China but has not been able to 
translate that name recognition into sales with people drinking their local beer first. 
Tsingtao was not well equipped to compete with the more than 40 foreign-invested 
joint venture breweries that are advertising heavily to promote brands that often sell at 
prices higher than that of Tsingtao. Their competitors are prepared to lose money for 
two years or so. It is not reacting fast enough to a very competitive market. It does not 
16 EIU Country View 20 November, 1996. 
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advertise enough and is not expanding production capacity quickly enough. Its output 
has been growing more slowly than the market in the past few years. 
Tsingtao is nevertheless trying to stage a comeback. Through several 
management shake-ups since 1994，the brewer has belatedly tried to imitate the 
strategy of its competitors. 
Table 5 PRC Top 10 Breweries in terms of Production in 1998 
Company Name Production ('000 tonnes) 
Beijing Yanjing Brewery 804 :2 
TSINGTAO BREWERY 5 5 7 . 1 
GUANGDONG ZHUJIANG BREWERY 4 6 1 . 6 
SICHUAN LANJIAN BREWERY 4 2 5 . 6 
HENAN JINXING BREWERY 3 6 7 . 1 
CONGQING BREWERY 3 4 7 . 8 
SHENYANG CHINA RESOURCES BREWERY 3 2 2 . 4 
HARBIN BREWERY 3 1 5 . 4 
HUBEI JIN LONG QUAN BREWERY 3 1 2 . 9 
Wuhan Oulian Dongxihu Brewery 300.1 
Source: Tsingtao Brewery Company Limited Annual Report 1998. 
7.8.6 Change in Management 
Management remains a major factor in determining the outlook of the 
company. Management's capability was questioned after the company changed its 
expansion strategy several times over the past four years and failed to formulate a 
long-term strategy to capitalize on the company's brand name. Yet the change in 
‘ management is all under the direction of the state. 
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In less than a year after the IPO, Zhang Yadong finally resigned as Chairman 
and General Manager of the Company and resolved to improve his work as the 
Communist Party Committee Secretary at the Company. This is motivated by his own 
personal needs and not that he had to be responsible for any of the incidents cited 
above. Liu Deyuan, then a director, took over as Chairman, while Shao Ruiqi, who is 
said to have significant experience in enterprise management and brewing beer, would 
be General Manager. Unfortunately, they also followed the management style of 
Zhang and did not help to turnaround Tsingtao. 
Not until Li Gui Rong took over the chairmanship in 1996 together with Peng 
Zuo Yi, did the management become more responsive to the investment community 
and effectively implemented the strategy that they have outlined. Yet ironically, Li 
was formerly a high-ranking municipal government official, while Peng was an 
entrepreneur. Peng was awarded the title of "outstanding entrepreneur of Qingdao 
city" in 1996. Four new directors were also appointed to the nine-member board. 
7.9 Turnaround 1996-Present 
7.9.1 Second Restructuring in 1997 
The first move undertaken by the new management to boost both the 
Company's earnings and the investors' confidence that would in turn been translated 
to more promising stock price was a second restructuring. A new holding company 
backed by the Shangdong provincial government would be created, providing the 
possibility of injecting lucrative state assets into the company eventhough there were 
no immediate plans at that time. Some non-core assets and surplus workers would be 
‘ stripped from the company, strengthening the listed part of the company and boosting 
earnings per share. Li believed this could rebuild Tsingtao's image in the stock 
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markets - ensuring good returns for investors, advancing multiplied businesses and 
merging small-beer producers to promote large production. Qingdao government 
promised to return taxes to his company, guaranteeing Tsingtao will have enough 
capital to reshuffle the company. 
The restructuring will also allow Tsingtao to retain the profits owning to the 
state, which owns a 44% stake in the company. The Company will also be allowed to 
merge with bankrupt breweries without being required to take on the defunct 
companies' outstanding interest payments, and Tsingtao’s income tax level will be 
15%, rather than the standard 33% l e v y " 
7.9.2 Refocus Efforts in Marketing Activities 
By 2000, aiming at expanding its market, the group has set up 42 sales 
divisions nationwide at a total cost of about RMB 400 million, and its investment in 
marketing has reached RMB 160 million annually. The sales network, using these 
branches and offices as centers, effectively covers the major markets in the country. 
The Company also made additional efforts in its marketing promotion and advertising 
activities and used various media channels and promotion methods to promote 
Tsingtao Beer to consumers. 
Tsingtao has even dumped the distributor in Hong Kong, China Beer (Hong 
Kong) Co. Ltd., at the end of 1998 and started the new year with a new partner, 
Tsingtao Beverage (Hong Kong) Co. Ltd.. The marketing effort comes after seeing 
sales in Hong Kopg slide by a third over the past five years. Tsingtao was determined 
to "relaunch its product in Hong Kong in a creative manner" to recapture its market 
share. 
17 Financial Times 9 September, 1997. 
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7.9.3 Expansion to the Low-Middle Market 
The management realized that categories with rapid growth and great potential 
are the low and middle-end products for the consumer market at large. The Company 
has thus developed a "Pyramid" marketing strategy by continuing the development of 
middle to high-end markets and at the same time capture the huge consumer market 
by acquiring or merging with other brand names in other regions that has been 
neglected in the past. (1998 Annual Report) 
Their strategy is to consolidate their foothold in the middle and upper markets, 
but spare more human financial resources for the mass market (Mr. Zhang) (SCMP 
1998/08/29) 
7.9.4 Further Acquisition Via Low Cost Expansion 
By 2000，Tsingtao has further expanded production to possess 22 breweries in 
9 provinces, and its annual production capacity has reached 1.5 million tones. The 
acquisitions would take several forms all at very low cost, including the buyout of 
bankrupt enterprises, the purchase of assets and the accompanying liabilities (with the 
state's preferential policy, the interest expenses of the existing debts are waived). The 
expansion plans come as the industry is under immense pressure to beef up capacity 
and sales to counter the increasing threat from foreign brewers. 
The breweries it had acquired since the beginning of the year had contributed 
RMB 13 million to the Company's earnings in the first half of 1999, and a greater 
sum was expected in the second half. Three of Tsingtao's breweries - at Yangzhou, 
Hezhe and Pingyuan - had been recording losses, but the company expected 
improvement in the second half. 
Tsingtao Brewery has also joined Asahi Breweries to form a new joint-venture 
US$84 million brewery in Shenzhen. Shenzhen Tsingtao Beer Asahi, in which 
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Tsingtao owns 51% and its Japanese partner Asahi 29%, was launched in July as part 
of Tsingtao，s bid to expand in the mainland. Hong Kong and Macau. Asahi will be 
able to tap into the promising growth of the Chinese beer market, while Tsingtao will 
leam Asahi's advanced draft beer production technology. 
7.9.5 Enhancing Shareholders Value 
Tsingtao Brewery Co. was the first SOE to receive approval from the authority 
to buy back up to 10% of its Hong Kong-traded shares. Mainland registered 
companies are restrained by the Company Law in China from buying back their 
shares. Until now, no mainland-incorporated company has ever attempted a share 
buy-back, although many of them 一 including the B-shares - have been lobbying 
Beijing for years for a relaxation of the ban. 
Share buy-backs can boost a company's per-share earnings and value if the 
repurchased shares are being cancelled, thus stabilizing the share price. Since 
Tsingtao's current share price is still below its intrinsic value and NAV, this move can 
support share price and enhance shareholders value. This can further raise its profile 
in the international capital market. 
7.9.6 Outstanding First Half 1999 Results 
Tsingtao，s performance in 1999 has improved tremendously. Their mainland 
market share increased from 2.8% to 4.4% in the first half and its output soared 89% 
to 446,000 tonnes despite the sector's flat growth of 3.6% (during the same period). 
Sales increased by 43% from RMB 790 million 
in 1998 (for the first six months) to 
RMB 1,130 million in 1999 (for the first six months). Net profit jumped more than 
twofold to RMB 50.17 million in 1999 (for the first six months) from RMB 16 
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million in 1998 (for the first six months), in the midst of sluggish consumption and 
falling exports. Earnings per share rose to 5.6 fen from 1.8 fen a year earlier.'^ 
7.10 Financial Performance 
Sales have increased a total of 60% from RMB 1,000 million in 1993 (the year 
they went public) to RMB 1,598 million in 1998 and at a cumulative average growth 
rate of 21% per annum. However majority of this sales increased was achieved by 
acquisition. The Company had through acquisitions and forming joint ventures 
increased the number of breweries from 4 before went public to 22 as of 2000. 
Production has increased from 280,000 tonnes in 1993 to 557,000 tonnes in 
1998 and expected to have produced 1 million tonnes in 1999. The Company aimed to 
produce 1.4 million tonnes of beer in 2000. The growth of production has slowed 
down significantly from 1993 to 1996 when Tsingtao failed to invest their proceeds 
from IPO in expanding production. Since 1997，the new management refocus their 
attention to the core business and started in expanding their marketing activities, 
distribution channels and production. Production has increased by 34% in 1998 and 
almost doubled in 1999. 
Net profit margin was high at 18.8% in 1993 but fell to the lowest in 1996 at 
1.8%. ROE has also dropped from the highest at 8.5% in 1993 to the lowest at 1.1% 
in 1996. This was partly due to the intense competition and partly due to losses 
incurred from the acquisition of Yangzhou Beer Plant and Tsingtao Brewery Xi'an 
Company. Both the net profit margin and ROE have improved slightly in 1998 to 
2.4% and 1.6% respectively. However we expect the margin to stay at similar level 
since Tsingtao's strategy is to expand to the low-middle segment of the beer market. 
18 Tsingtao Brewery Company Limited 1999 Interim Report. 
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Total debt has decreased substantially from RMB 544 million in 1992 to the 
lowest in 1994 at RMB 68 million which part of the IPO proceeds was used to repay 
debt. However as they began to implement their expansion strategy, more funds were 
needed. With their very weak share price, it was not feasible to raise the necessary 
capital from the stock market. The debt level was once again being raised to meet the 
funds need. Moreover by acquiring breweries that incurred heavy debt burden, they 
have raised their own debt level as well. The Company's long term debt increased by 




CHINA TELECOM (HONG KONG) LIMITED 
8.1 Introduction 
China Telecom (Hong Kong) Limited (the "Company") is an investment 
holding company. It is the dominant provider of cellular telecommunications services 
in the Chinese provinces of Guangdong, Zhejiang, Jiangsu, Hainan, Fujian and Henan 
provinces. It is also the world's third- largest mobile phone operator, behind Japan's 
NTT Mobile Communications Network Inc. and U.S-based Airtouch Communication 
Inc. 19 
As of 1999，the company had a market share of 87% in the six provinces in 
which it operates. Its 15.8 million subscribers represent about 36% of the total 
mainland cellular market�� . 
8.2 Privatization 
The Company was listed in the Hong Kong Stock Exchange on October 23， 
1997. It was incorporated to acquire the cellular telephone service operations in 
Guangdong and Zhejiang provinces in mainland China, formerly controlled by The 
Ministry of Posts and Telecommunications of China (MPT), in return for 9 billion 
shares of the Company issued to MPT. 
i9"China Telecom Buying Three Mobile Network", Financial Times. USA Edition, 5 October 1999 
20 Press release "Annual Report 1999" China Telecom Hong Kong Limited. 15 April 2000 
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Prior to the privatization, the Company's cellular networks (Total Access 
Communication Systems analog (TAGS) and Global System for Mobile 
Communications digital (GSM) networks) in Guangdong were owned by Guangdong 
Mobile, an enterprise formed in September 1988 and wholly-owned by the MPT on 
behalf of the state. Prior to the privatization, the Company's GSM cellular network in 
Zhejiang was owned by Zhejiang Mobile, a limited liability company formed in 
February 1996 and 98.55% owned by the Zhejiang Provincial level posts and 
telecommunications administrations (PTA), and the Group's TACS cellular network 
in Zhejiang was owned by the Zhejiang PTA. 
Pursuant to the privatization, the Company was incorporated under the laws of 
Hong Kong on September 3，1997. The TACS network owned by the Zhejiang PTA 
was transferred to Zhejiang Mobile, and 99.63% of the equity interest in Zhejiang 
Mobile was then transferred to the MPT, which, in turn, transferred its 100% equity 
interest in Guangdong Mobile and 99.63% equity interest in Zhejiang Mobile to the 
Company. Following such transfers, Guangdong Mobile was transformed into a 
wholly-owned foreign enterprise and Zhejiang Mobile was transformed into a Sino-
foreign joint venture. In addition, certain personnel previously employed by the posts 
and telecommunications bureaus (PTB) at the municipal and county levels. PTEs in 
Guangdong and Zhejiang were transferred to Guangdong Mobile and Zhejiang 
Mobile, respectively. 
The organization chart after privatization is shown in Chart 5. It is noteworthy 
that 76.4% of the company's shares at the time of privatization was owned by the 
State via MPT. The remaining 23.6% were publicly owned by 12 corporate investors 
in Hong Kong (44%), the general public investors in Hong Kong (10%), as well as 
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Hong Kong, Asian, US and international investors via American Depositary Shares 
(ADS) (46%). 
Chart5 Organization Chart of China Telecom Hong Kong Limited 
Mini-iin of  
Pom. and Telecom. 
Tclpo CommunicatJOTs r x i l 
(Group) Ltd  
51% 
China Telecom 鴨 
S J % ho丨ding m HKT 丨 OO^ 'o ‘ 
China Tclcctwi Hong 
Kong IB VI )Ud 
76,4% 
PttWk and 23,6% C M m Tclecom (Ho»g Local investors 
'•••''"^ toriMiratir"' •‘ . Konu) 
> V, ：'：. • Listed in IIK/NV  
037% 
cellular oj^raUom cellular operation?. 
Source: CTHK IPO prospectus 
8.3 Board of Directors 
The following is the formation of the board of directors. Many of them are 
from provincial telecommunication authorities formerly controlled by the MPT. They 
have established good relationship with the central government but lack diversity 
from different-industries. Changes have taken place in some of the positions since 
privatization. Except the independent non-executive directors who come from the 
academic and banking fields respectively, the rest of the board members formerly 
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worked in different telecommunication authorities directly or indirectly controlled by 
the central government. 
8.3.1 Executive Directors 
Wang Xiaochu - Chairman of the Board and Chief Executive Officer. Aged 
41，Mr Wang is in charge of the overall management of the Company. He has served 
as Deputy Director General, and later as Director General, of the Hangzhou City 
Telecommunications Authority in Zhejiang Province, and as Director General of the 
Tianjin Posts and Telecommunications Authority. 
Li Ping - Vice Chairman of the Board and Chief Operating Officer. Aged 43， 
Mr. Li is in charge of business development and operations of the Company. He 
served as the Deputy Director General and Deputy Chief Engineer of the Heilongjiang 
PTA from 1994 to 1996. He was also the Deputy Director General of the DGT in 
charge of the DGT's international, cellular mobile and satellite business sectors as 
well as frequency spectrum management. 
Ding Donghua - Director of the Board and Chief Financial Officer. Age 60， 
Mr Ding is in charge of overall financial management of the Company. He has served 
as the Director of the Planning and Financial Office and deputy chief economist of the 
Guangdong PTA. Prior to joining the Company in 1997, Mr Ding has been the chief 
economist and chief accountant of the Guangdong PTA since 1987. 
Li Gang - Director of the Board. Mr. Li previously served as the Chief of the 
Network Maintenance Division and a Deputy Chief of the Guangdong PTA. He has 
25 years of experience in the telecommunication industry. He is also the Chairman 
and President of Guangdong Mobile. 
Xu Long - Director of the Board. Mr. Xu previously served as a Deputy 
- Director General of the Zhejiang PTA, the Director of the Genreal Office of the 
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Zhejiang PTA, the President of Zhejiang Nantian Posts and Telecommunications 
Group Company and a Deputy Director of the Shaxing PTA in Zhejiang Prvoince. 
He has over 20 years of industry experience and is also the Chairman and President of 
Zhejiang Mobile. 
He Ning - Director of the Board and Vice President. Mr. He previously 
served as a Deputy Director General of the Jiangsu PTA, the Director and Deputy 
Director of the Jiangsu Mobile Communications Bureau, and Deputy Director of the 
Zhenjiang CCTB in Jiangsu Province. He has 15 years of experience in the 
telecommunications industry and is also the Chairman and President of Jiangsu 
Mobile. 
8.3.2 Non-Executive Directors 
Cui Xun - Vice Chairman of the Board. Mr. Cui has 36 years of experience 
in the telecommunications industry and is also the Director General of the Guangdong 
PTA, and the Chairman of Guangdong Mobile. 
8.3.3 Independent Non-Executive Directors 
Professor Arthur Li Kowk Cheung. Professor Li is the Vice-
Chancellor of the Chinese University of Hong Kong and a non-executive Director of 
Glaxo Wellcome pic, a Director of the Bank of East Asia Limited and a non-executive 
Director and Chairman of the Board of Regal Hotel pic. Professor Li is also an 
Advisor on Hong Kong Affairs to the People's Republic of China and a Member of 
the Basic Law Consultative Committee. 
The Honorable Antony Leung Kam Chung J. P. Mr. Leung is a Managing 
Director and Regional Manager for Greater China and the Philippines of the Chase 
Manhattan Bank. His public service appointments include Member of the Executive 
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Council of the Hong Kong Special Administrative Region, Chairman of Education 
Commission and Member of the Exchange Fund Advisory Committee. 
8.4 Government Regulations 
The cellular telecommunications industry is subject to a high degree of 
regulation by the government. Regulations issued or implemented by the State 
Council, the MPT and other relevant government authorities, encompass virtually 
every aspect of the cellular network operations. They include entry into the 
telecommunications industry, scope of permissible business, interconnection and 
transmission line arrangements, technology and equipment standards, tariff policy, 
capital investment priorities, foreign investment and spectrum allocation. 
The MPT, under the leadership of the State Council, is responsible for 
formulating overall industry policy and regulations, coordinating telecommunications 
projects and networks at the national level, enforcing industry standards, and in 
general, supervising the operations of telecommunications service providers and 
managing the day-to-day administration of the national telecommunications sector. 
Under the control of the MPT, there are 33 provincial level PTAs and over 
2,385 PTEs at the municipal and country levels. The PTAs exercise regulatory 
responsibility over the telecommunications industry in their respective provinces. 
However, the MPT is still preparing the Telecommunications Law. The draft law, 
when formulated, will be submitted o the NPC for review and adoption. It is unclear 
when and if the Telecommunication Law will be adopted. 
8.5 Telecommunication Industry in China 
With the transformation of the Chinese economy from a planned economy to a 
more market-oriented economy, the telecommunications industry in China has been 
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characterized in recent years by rapid growth in investment and improvements in 
technology and service quality. The telecommunications industry has become one of 
the fastest developing industries in China and the Chinese telecommunications 
network has become one of the largest in the world in terms of number of subscribers. 
While the number of subscribers in both fixed line and cellular telecommunications 
services in China has grown substantially in the last five years, penetration rates 
remain relatively low compared to other Asian and international markets, indicating 
significant potential for further rapid growth. 
The expansion and modernization of the telecommunications industry has 
played an important role in China's general economic development over the last 
decade. Under the Government's Ninth Five-Year Plan, rapid development of the 
telecommunications industry in China will continue to be a high priority for the 
Government through the year 2000. 
8.6 Acquisition 0997-1999) 
The Company became a constituent stock of the Hang Seng Index effective 27 
January, 1998. In the same year, the Company acquired Jiangsu Mobile Co. Ltd., the 
dominant provider of cellular telecommunications in Jiangsu Province, China using 
TAGS and GSM networks. In return, Jiangsu Mobile received a consideration of 
HK$22,475 million for the transfer of the entire issued share capital to the Company. 
This has added the cellular subscriber base from 4,285,000 in 1997 in two provinces 
to 6,531,000, 52.42% increase, in the three provinces of operation. 
Another major acquisition occurred in October 1999，when the Company 
acquired the cellular telecommunications networks of the provinces of Henan, Fujian 
and Hainan. The Company paid a total of HK$50 billion to the three mainland 
partners for such an acquisition. Subscription base grew significantly by 139% to 
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15,621,000. The number of subscribers and its increase over the years are presented 
in Table 6，subscribers from the newly acquired provinces are not included. 
Table 6. Subscribers of the Company 1994 - mid 1999 
As o f J u n e 
1994' 1995* 1996' 1997 1998 1999 
G u a n g d o n g 4 8 4 , 0 0 0 1,008,000 1,568,000 2,502,000 3 ,622,0004,890,000 
Zhejiang 92,000 248,000 475,000 903,000 1,507,000 2,122,000 
Jiangsu N/A 231,000 450,000 880,000 1,401,000 1,801,000 
Total 576,000 1,487,000 2,493,000 4,285,000 6,530,000 8,813,000 
% Increase - 158% 68% 72% 52% 35% 
'Pro forma data as if the current Company structure had been in existence 
Source : China Telecom (Hong Kong) Limited Annual Report 1997-1998, Interim Report 1999 
8.7 Sales Analysis 
During the second quarter of 1999，sales of the Company totalled RMB 16.94 
billion. This is an increase of 49.5% from the RMB 11.67 billion in sales during the 
second quarter of 1998. 
During the year ended December of 1998, sales were RMB 26.35 billion, an 
increase of 70.8% from 1997，when the company's sales were RMB 15.49 billion. 
Acquisition of Jiangsu Province may have played a role in the sales growth. The sales 
growth of the Company is shown in Table 7. Sales growth before privatization in 
1997 fluctuates from 36% to 66%, while sales growth after privatization remains 
relatively constant between 40% to 50%. 
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Table 7 Sales and % increase of the Company 1994-1998 
RMB million 1994* 1995* 1996* 1997 1998 
Sales 4,590 7,598 10,367 15,488 26,345 
% Increase - 66% 36% 49% 46% 
*Pro forma data as if the current Company structure had been in existence 
Source : China Telecom (Hong Kong) Limited Annual Report 1997-1998 
Three other companies in the same industry of telecommunications are used 
for comparison. They are Singapore Telecommunications Limited, SK Telecom Co., 
Ltd. of South Korea and Kokusai Denshin Denwa Co., Ltd. of Japan. 
As shown in Table 8，the Company's sales increased faster in 1998 than all 
three comparable companies. While the Company enjoyed a sales increase of 70.8%, 
the other companies saw smaller increases. Singapore Telecommunications Limited 
sales were up 11.8%，SK Telecom Co., Ltd, increased 1.1%, and Kokusai Denshin 
Denwa Co., Ltd. experienced a sales decline of 9.1%. 
The company had 12,530 employees in 1998. With sales of HK$24.64 billion 
(US$3.17 billion), this equates to sales of US$252,735 per employee. This is lower 
than the three competitors companies, which had sales between US$279,528 and 
US$912,699 per employee. 
Table 8 Sales, sales growth and sales/employee 1998 
Company Year Sales Sales Sales per  
Ended (US$bil) Growth Employee (US$) 
China Telecom (HK) Ltd. D e c 9 8 3 . 1 6 7 7 0 . 8 % 2 5 2 , 7 3 5 
Singapore Telecom Ltd. M a r 9 8 2 . 9 0 4 11.8% 2 7 9 , 5 2 8 
SK Telecom Co., Ltd. Dec 98 3.162 1.1% 912,699 
Kokusai Denshin Denwa Co., Ltd. M a r 9 8 3 . 3 9 7 -9 .1 % 5 8 6 , 4 6 2 
Source : Annual reports of respective companies 1998 
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8.8 Profitability Analysis 
On the RMB26.35 billion in sales reported by the Company in 1998, the cost 
of services sold totalled RMB 13.83 billion, 52.5% of sales or a gross profit of 47.5%. 
This gross profit margin lies between Singapore Telecommunications Limited 
(55.4%) and SK Telecom Co., Ltd. (40.3%) in the same fiscal year. 
In 1998，earnings before extraordinary items of the Company were RMB6.90 
billion, or 26.2% of sales. This is significantly lower than Singapore 
Telecommunications Limited of 38.2%, but much higher than SK Telecom Co., Ltd. 
of 4.3% and Kokusai Denshin Denwa Co., Ltd. of 1.4%. The findings were 
summarized in Table 9. 
Table 9. Comparison of profit margins 1998 
Company Year Gross Profit Earnings before 
Margin Extraordinary  
Items/Sales 
CHINA TELECOM ( H K ) LTD. 1 9 9 8 4 7 . 5 % 2 6 . 2 % 
SINGAPORE TELECOM LTD. 1 9 9 8 5 5 . 4 % 3 8 . 2 % 
S K TELECOM CO., LTD. 1 9 9 8 4 0 . 3 % 4 . 3 % 
Kokusai Denshin Denwa Co., Ltd. 1998 19.5% 1 4 % 
Source : Annual reports of respective companies 1998 
Net profit margin, return on equity ratio (ROE) and return on asset ratio 
(ROA) of the Company before and after privatization are presented in Table 10. It is 
noteworthy that the profit margin of the Company decreases continuously from 65.8% 
in 1994 to 29.5% in 1998. Privatization in 1997 did not improve the profitability of 
the Company over the years. When ROE and ROA ratios are taken into 
consideration, the Company before privatization still outperforms its own 
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performance after privatization, despite both ROE and ROA ratios in 1998 indicate 
that the Company is utilizing its resources in a more effective way. 
Table 10 Net profit Margin, ROE, ROA of the Company 1994-1998 
R M B MILLION 1 9 9 4 * 1 9 9 5 * 1 9 9 6 * 1 9 9 7 1 9 9 8 
SALES 4 , 5 9 0 7 , 5 9 8 10 ,367 15 ,487 2 6 , 3 4 5 
NET PROFIT 2 , 8 2 0 4 , 6 6 9 4 , 5 1 3 4 , 9 6 2 6 , 9 0 1 
NET PROFIT MARGIN 6 5 . 8 % 6 5 . 2 % 4 7 . 7 % 3 4 . 2 % 2 9 . 5 % 
R O E N / A N / A 3 6 . 2 % 9 . 1 % 1 5 . 1 % 
R O A N / A N / A 2 4 . 9 % 7 . 6 % 1 0 . 7 % 
Pro forma data as if the current Company structure had been in existence 
Source : China Telecom (Hong Kong) Limited Annual Report 1997 - 1998 
8.9 Financial Positions 
In 1998, the Company's long term debt was RMB991.17 million and total 
liabilities were RMB 18.71 billion. The long-term debt to equity ratio of the Company 
is very low, at only 0.02x. 
The accounts receivable of the Company were RMB3.10 billion, which is 
equivalent to 43 days of sales. This is an improvement over the end of 1997，when 
the Company had 56 days of sales in accounts receivable. 
The 43 days of accounts are lower than all three comparable companies. 
Singapore Telecommunications Limited had 80 days, SK Telecom Co., Ltd. had 63 
days, while KokUsai Denshin Denwa Co., Ltd. had 81 days outstanding at the end of 
fiscal year 1998. 
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Table 11 Long-term Debt Ratio, Accounts Receivable (Days) 1998 
Company Year Long-term Debt / Accounts  
Equity Receivable (Days) 
CHINA TELECOM ( H K ) LTD. 1 9 9 8 0 . 0 2 4 3 
SINGAPORE TELECOM LTD. 1 9 9 8 0 . 0 1 8 0 
S K TELECOM CO., LTD. 1 9 9 8 0 . 8 0 6 3 
Kokusai Denshin Denwa Co., Ltd. 1998 0 . 5 4 81 
Source : Annual reports of respective companies 1998 
8.10 Overall Performance 
The Company experienced substantial growth in sales revenues and 
subscribers in the past few years. This reveals a huge growth potential in the 
untapped cellular telecommunications market compared with the relatively developed 
markets of Singapore, Korea and Japan. Despite the facts that the rapid growth of the 
Company was due to its acquisitions made in 1998 and 1999 respectively, and that the 
market is characterized by monopolistic competition, potential for growth in sales 
revenues and subscribers still exists. Productivity per employee of the Company 
however is the lowest among the four companies, probably because of the pressure 
not to lay off abundant employees from the state point of view. 
In terms of profitability, the Company still exhibits a moderate return of 
26.2% of sales. This is significantly higher than the Korean and Japanese players but 
the Company lags behind Singaporean Telecommunications Limited, which achieved 
a return of 38.2呢.In addition, the declining net profit margins over the years from 
1994 to 1998 impose a red signal to the top management. The Company seems to 
focus on sales growth only, but fails to maintain a high return on its investment after 
privatization. 
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The financial position of the Company is exceptionally strong. There is 
indication that the Company has sound financial reserve from its listings in the Hong 
Kong Stock Exchange in 1997. This also explains why the Company excels the 
Korean and Japanese players in the long-term debt to equity ratio. 
8.11 Future Prospects 
Due to its already substantial size, the Company is able to reap economies of 
scale. Through its parent's PTA offices, the Company has a very extensive 
distribution network, and is expected to acquire more provincial networks at 
reasonable valuations. 
As China's telecommunications market liberalizes, the Company's strong 
financial background can help it to fund expansion into other areas including wireless 
broadband access and Internet projects. 
Immediate challenges in 2000 for the Company include a switch of policy to 
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calling-party pays (CPP) and the continuing pressure to lower or eliminate up-front 
connection fees for cellular telecommunications services. Both have negative impacts 
for revenue generation of the Company but the impacts can be partly offset by the 
increase of number of subscribers and the increased usage. 
In middle to long run, the mainland cellular market will become more 
competitive, following the strengthening of Unicom and the possible entry of new 
players after the joining WTO. Despite that, competition is expected to stimulate 
market demand, therefore increasing the size of the pie. 
< 




In complete privatization, the decision rights and residual claim will shift from 
the government to the inside members of the firm. The associated managerial 
discretion will greatly improve the performance of the state-owned enterprises 
through both direct incentive effects and hardening budget constraints. However in 
the case of partial privatization with the state still holding the majority stake, it will 
lead to excessive bureaucratic intervention in their management and operation. The 
purpose of switching transformed SOEs' operating mechanism would be completely 
defeated. The profit-maximizing objective of the minority public shareholders is very 
often in conflict with the various social objectives that the State has. The interest of 
the minority public shareholders will be sacrificed. 
9.1 Agency Problem Remained 
With the State holding the majority stake, government bureaucrats hold the 
right to select management but bear little responsibility for the consequences of their 
selection. Therefore, they have no strong incentive to find and choose high ability 
people. The reward to the management of SOEs is not commensurate with their 
responsibility and contribution. The management of SOEs concerns mainly about the 
short-term return of the firms. Ambitious management would be more interested in 
securing a senior position in the bureaucratic ladder, which will give them more 
privileges in terms of both economic and political power. They have thus strong 
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incentives to engage in activities that bring about short-term returns. Devotions to 
long-term development of SOEs, which are unlikely to generate short-term gains, will 
delay their climbs up the bureaucratic ladder. There lies a major difference with the 
market economy, which managers of capitalist firms tend to take their jobs as a life 
long career, the leaders of SOEs may normally view their job as a stepping stone to a 
more rewarding position of the bureaucratic ladder. This problem is particularly 
serious for large SOEs, as they are the important sources of senior leaders for both the 
local and national governments. 
In the case of Tsingtao, Zhang Yadong, the first Chairman after their IPO, left 
his job in a year time and resolved to focus his work as the Communist Party 
Committee Secretary at the Company. The huge success of Tsingtao，s IPO has 
certainly facilitated his climb in the bureaucratic ladder. Yet during his tenure with 
Tsingtao, he has approved the lending of the IPO proceeds to the other enterprises and 
put a halt to the expansion program leading to Tsingtao，s loss of the leading position. 
This is a proof of mismanagement and concerns only with the short-term interest of 
the firm in enjoying high interest income. 
Even though there are no hints that the management of China Telecom (Hong 
Kong) Limited has pursued strategies focusing on short-term profits only, it is 
obvious that the board structure lacks diversity. All the directors were exposed to the 
telecommunications industry only for their past 20 or 30 years of work experience, 
and all of them worked for either the PTAs or PTEs which are indirectly controlled by 
Ok 
the government. In addition, the acquisitions made by the company so far seem to be 
driven by the MPT instead of the board members. The incentive to represent the 
< interests of public shareholders is limited. 
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9.2 Corporate Governance Weakened 
As the majority shareholder, many boards were in reality directly appointed by 
the supervisory department from the State instead of shareholders' meetings. 
Important board and shareholders' meeting decisions required approval from 
supervisory departments. High corporate governance standard seen in other Western 
private companies could not be expected from the Chinese SOEs. The replacement of 
the management in Tsingtao is all designed and approved by the State. Their current 
Chairman Mr. Li Gui Rong originally worked for the State as well. The same 
phenomenon is seen in China Telecom as explained in the previous section. 
9.3 Corporate Disclosure 
The Western investors are always frustrated by SOEs' financial 
unpredictability, communication lapses and refusal to advertise. The SOEs often do 
not find it necessary to match the disclosure standard as other Western public 
companies. Tsingtao's Brewery were changed in the second-half of 1994 but provided 
no explanation as to why this arrangement is necessary. Again, they did not notify 
investors in lending out the money which they raised through listing and did not give 
any forewarning of earnings plunge. Some analysts even commented that the 
management is almost inaccessible either by phone or by fax. China Telecom, on the 
other hand, demonstrates better control over the issue of corporate disclosure. 
Possible reasons include the set up of representative office in Hong Kong for easy 
access, and the accumulation of experience from other SOE privatization in the past. 
9.4 Disappointing Results 
‘ Without improving their efficiency and expanding their production, Tsingtao 
slipped from their No.l position to No. 3 in 1997. They have also missed their 
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production target of 700,000 tonnes of beer in 1994 instead they called for producing 
only 360,000 tonnes of beer in 1995. Tsingtao's operating profit margin also dropped 
from high in 1993 at 23.1% to a low in 1996 at 3.9%. 
With its monopolistic power, we saw substantial growth in the sales revenues 
and number of subscribers in China Telecom through acquisitions. However, 
performance of the company before privatization far outweighs its own performance 
after privatization in 1997, particularly in the arena of sales growth and net profit 
margins. These ratios are red signals to the management if not disappointing results. 
9.5 Turnaround 
Tsingtao，s performance has improved gradually since 1996. Their production 
reached 1 million tonnes in 2000 regaining the No. 1 position in China. Their 
operating profit margin improved to 6.0% in 1998 and is expected to be even higher 
in 1999. Given all the obstacles in a mixed ownership, Tsingtao is still able to 
demonstrate a turnaround under the new management. 
China Telecom is still making profits from the untapped telecommunications 
market. However, the crisis management skills of the executives are skeptical. If the 
company does not respond to the challenges of "calling party pay" and foreseeable 
competition of WTO in the near future, it is not surprising to see that it will 
experience the same difficulty of Tsingtao as a result of self-complacency. 
Yet we believe, there are other reasons behind Tsingtao’s turnaround and 
China Telecom's slow in realizing their declining performance. 
9.6 Competition 
As the Chinese economy becomes increasingly market oriented, it is natural to 
expect that the superficial profit for SOEs as guaranteed by the planning system in the 
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past would decline over the course of economic reform. The brewery industry is 
highly fragmented in China with hundreds of local and foreign breweries exerting 
immense pressure on Tsingtao. Some foreign players were even willing to bear a few 
year of losses in launching aggressive marketing programs in order to gain market 
share. After slipping to No.3, Tsingtao finally realized that it by no means could face 
the challenge led by existing management. The State designed the dismissal of the 
management at the time and put in place a team of state planner and entrepreneurs 
who are more devoted in developing a long term career with Tsingtao. Now we see a 
more effective strategy being successfully implemented. 
No direct competition is seen in the case of China Telecom, an indirect 
competitor being Unicom with presence in northern China. Connection fees have 
been dropping throughout the years as a result of technology advancement, economies 
of scale and matching of service charges provided by other players in other provinces. 
Competition is likely to foster reforms of the industry and enhance efficiencies of 
existing players. 
9.7 'Scrutiny from the Capital Market 
In a market economy, the listed companies will be subject to a close scrutiny 
by their investors in the capital market such as the institutional fund managers. Any 
misguided decisions made by an enterprise will be exposed to public revelations and 
criticisms. Repeated or serious mistakes are likely to be met with "voting with the 
feet", i.e., selling the shares by its investors in the market, which results in lower share 
prices. We saw Taingtao stock price plunged to a low of $1.60 when the misuse of 
their IPO proceeds was exposed to the public. 
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Since management of listed companies would be loathed to see a continued 
increase in unpopularity of its shares, which would hamper its ability to raise 
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additional capital from the stock market and hence its ability to expand their 
businesses, this may serve as an effective discipline on the enterprises. 
China Telecom leams of the importance of public scrutiny to the share price 
from other privatized SOEs. It has managed its public relations well all along, and 
asset injections (acquisitions of provincial cellular telecommunications operations) 
were announced from time to time, to increase shareholders' confidence in the 
company. 
9.8 Is Privatization Necessary or is it a "Red Herrin|g"? 
Even though mixed ownership still has a lot of deficiencies, yet only partial 
privatization would be enough to expose the enterprise to public scrutiny and help 
improve the enterprise's performance. However in our two cases, this would be 
effective only under two situations. First, the industry is under intense competition 
restraining it from enjoying any monopoly profit and forcing it to deal seriously with 
their inefficiencies. Second, the major motive of privatization is to raise capital. Thus 
the response from the capital market is significant in affecting the firm's management 
behavior. Yet the State is another critical factor. Only when the State is not willing to 
subsidize the enterprise anymore, would they consider profit-maximization as one of 
their objectives. Not all privatized firms would necessarily make money, some can 
loss money and go bankrupt. Only with the State's initial support can they have 
enough resources to fund a turnaround. However these support cannot be permanent, 
if not, the viscous cycle will happen again with the enterprise over rely on the State's 
Ot. 




From our case studies of Tsingtao Brewery Company Limited and China 
Telecom (Hong Kong) Limited, it is revealed that privatization is not the outright 
solution for SOEs to exhibit market-oriented behavior and overcome their generic 
problems of overstaffing, low productivity and unprofitable business. 
Though the objective of raising funds for the enterprises can be achieved, the 
new organizational structure, with the State as the major shareholder and a lack of 
differentiation from the old line bureaus and the new entities, imposes little 
governance over the performance of the listed companies]�. In order to fully enjoy 
the benefits brought about by privatization, the Chinese Government should 
implement the following measures to supplement the move towards privatization. 
10.1 Corporate Governance Incentives 
It is hoped that through privatization, SOEs will finally be separated from the 
government. But, in the meantime, the government wants to retain a majority of 
shareholding in the large SOEs. 
To solve the agency problem, an ideal case will be to have SOEs privatized in 
a real sense, not just partial listings on the stock market with government agencies 
continuing to appoint management. 
22 "The Chinese State as Corporate Shareholder." Finance and Development Septermber 1999 p.52 
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Taking into consideration of China's political and economic reality, a mid-
way approach is to diversify the current state-dominated ownership into the hands of 
several significant minority shareholders. These shareholders could be wholly or 
partly state-owned institutions, but they must be independently run business entities 
rather than government agencies�]. 
Diversified ownership has an important advantage over concentrated state 
ownership. No individual shareholder has the dominant control power and hence is 
prevented from abusing the power to reap private gains, but each shareholder has a 
stake that is significant enough for it to have both incentive and ability to monitor the 
firm's performance. 
10.2 Diversified Representation of Board Members 
Increasing outsider participation by appointing non-state representatives to the 
enterprises' boards of directors is important. Board members should be selected from 
different regions and have diverse backgrounds. 
To further motivate the managers to execute decisions in line with the interests 
of the shareholders, remuneration should be linked to performance and the concept of 
managerial stock options can be introduced. Additional measures like independent 
auditing can further protect the interests of the public shareholders. 
10.3 Create a market for corporate control 
The pace of restructuring through mergers and acquisitions of state enterprises 
is quickening. Mergers and acquisitions are important because they help solve 
problems such as duplication of facilities and sub-optimal plant scale, which resulted 
‘ from decentralization. 
23 "China's Corporatization Drive." Contenporarv Economic Policy. October 1999，Vol.17, p.530 
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While many of these mergers and acquisitions have been arranged by the 
government, a market for corporate control should be fostered that would provide for 
mergers and acquisitions to be transacted through competitive forces. Such a 
mechanism, which would make the threat of potential takeovers of inefficiently 
managed firms credible, would strengthen governance and ensure that state-owned 
assets are being put to more productive uses. 
10.4 Modernize financial accounting and auditing practices 
Without accurate, transparent, and commercially meaningful financial 
information on enterprise performance, all other aspects of reform of state-owned 
enterprises would be for naught. Most of the accounting mechanisms used by these 
enterprises are still aimed at accounting rather than financial management. China's 
accounting rules deviate from international accounting standards in several respects: 
on the policy basis of the framework, the intended audience, and the definition of 
terms. International practice identifies investors and creditors as the primary users of 
accounting information. Recently issued Chinese accounting standards are more 
precise and comprehensive than the earlier general principles. If they are fully 
implemented, accounts prepared under Chinese and international standards will 
become more similar. But even with the issuance of improved accounting standards, 
many of the managers will need to be trained to prepare such accounts. Cash-flow 
forecasts, especially of the largest firms, need to be issued semiannually or quarterly. 
Perhaps most important, financial accounts of state enterprises need to be 
independently audited and made public. 
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10.5 Establishing the Rule of Law 
An effective privatization of SOEs cannot be successful without a proper legal 
framework to protect the private sector. However, China's company law lacks 
specific rules governing privatization of SOEs, the transfer of state assets and rules 
clarifying the autonomous rights of companies which would prevent arbitrary 
administrative interventions. 
The Company law in China is also ambiguous about the debt holders' rights. 
There are not specific rules about what debt holders can do in the case of default by a 
company. The law stipulates that liquidation teams be composed of "relevant" 
shareholders, government agencies and professionals. Debt holders are not given any 
control rights in liquidation. In practice, it is often the Government that decides 
whether or not to close a company. 
An independent legal system is therefore crucial for effective corporate 
governance. It would help to deter misbehavior by business managers, shareholders, 
and government officials. They will be required by law to fulfill their fiduciary duty 
to the shareholders. 
< 
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Summary and Conclusion 
There are several reasons for an SOE to be privatized. Profitability, among all 
others, has been the major drive behind such a move in China in recent years. It is 
hoped that privatized SOEs can achieve better financial performance by higher 
productivity and sales revenues. Since the management does not directly report to the 
central government after privatization, it has a higher responsibility and incentive to 
make decisions consistent with the profit-maximizing objectives of stakeholders, 
hence improve the efficiency of its operations. In the case of public offerings, the 
injection of new capital to an SOE can alleviate the burden of the state government 
and provide financial resources for future expansion of the SOE. 
China has gone through different stages of SOE reform since its open door 
policy in 1978. One particular feature in this revolution was the policy of "Let Go of 
the Small" and "Take a Firm Grip on the Large". Another feature in its privatization 
policy of large SOEs was that the state remained as the major shareholder in order not 
to lose complete control of the enterprises thus contradicting with the motive of 
allowing SOEs to be independent and achieve the profit-maximizing objective. 
Inefficiencies still remained with the large SOEs which motivates us to take a closer 
look at the two privatized SOEs listed in the Hong Kong Stock Exchange. 
Tsingtao Brewery Company Limited is the first company to issue H shares 
(SOEs incorporated in mainland China) in the Hong Kong Stock Exchange. Its early 
years of operations after privatization saw a period of chaos and disappointment. The 
company committed errors which include a failure to disclose financial reports as 
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Stipulated and misuse of the funds generated at IPO for lending functions rather than 
plant expansion as promised in the prospectus. This led to a sharp decrease of the 
stock price of the company, which also lost its leading market position in the brewery 
industry. It is still undergoing a transitional period to turnaround the business. 
China Telecom Hong Kong Limited was listed in the Hong Kong Stock 
Exchange as a red-chip (PRC-controlled companies listed offshore in Hong Kong). 
With the state representing more than 70% of the shares, the parent company of China 
Telecom has "injected" a number of investments (cellular telecommunications service 
rights in different provinces) in a well-planned manner. Because of its virtual 
monopoly, the company has achieved substantial growth in sales revenues and 
number of subscribers since privatization, despite a dropping profit margin and return 
on equity ratio. No imminent problems were identified but the entry of China into 
WTO posed a potential threat to the company in mid to long run. 
It has been revealed in both case studies that efficiencies cannot be guaranteed 
after privatization. One major reason is the lack of corporate governance when the 
major stakeholder remains unchanged as the central government. On one hand, the 
management lacks diversity in its composition to anticipate and adapt to 
environmental changes. On the other hand, the management has dual roles of 
satisfying the different objectives of the state bureaus and general public. 
However some external environmental factors can help to induce the SOEs to 
be more responsive to the changing market environment. Competition will ultimately 
exert pressure on'the SOEs to be more market-oriented and cost-conscious. The needs 
to raise capital from the international capital market will also compel the SOEs to be 
‘ subject to the scrutiny of the international investors who pose a higher standard to all 
listed companies. 
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Yet even with the external factors right, privatization may not be the outright 
solution for problematic SOEs. Among these measures, the state can sell its shares to 
several wholly or partly state-owned institutions, each having a significant incentive 
to monitor the firm's performance. Board members should have diverse backgrounds 
and stock options can be introduced in the remuneration package of managers. 
Finally, a modernization of financial accounting and auditing practices and a sound 
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